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March, 1955

DICTA

CORPORATE DISTRIBUTIONS, LIQUIDATIONS
AND REORGANIZATIONS
T. T. SHAW, C.P.A., New York

The space at my disposal does not permit a discussion of all
of the provisions pertaining to corporate distributions, liquidations
and reorganizations. I shall therefore concentrate on those provisions which are of greatest general interest.
By CORPORATIONS
Distributions of Property-Section 301
A distribution by a corporation of money or other property
is includable in income by the recipient to the extent it represents
a dividend, that is, to the extent it represents a distribution out of
earnings accumulated since March 1, 1913, or out of earnings of
the taxable year in which distributed.
The amount of the distribution to be accounted for by individuals and other non-corporate stockholders is the amount of
money plus the fair market value of other property received by
them.
A different rule applies to dividends received by corporations.
In the case of corporate stockholders, generally speaking, dividends
in kind are to be reported by them at the lesser of the fair market
value of the property distributed or its adjusted basis in the hands
of the distributing corporation.
Thus, a corporate stockholder receiving a distribution in
property ordinarily ignores any appreciation in its value over the
tax basis in the hands of the distributing corporation. On the other
hand, individuals and other non-corporate stockholders must take
such appreciation into account.
DISTRIBUTIONS

Distributionsin Redemption of Stock-Section 302
This section provides special rules in relation to redemption
of stock for the purpose of determining when a redemption will
be taxed on a capital gain basis and when it will be taxed as a
dividend.
The redemption will be treated as a distribution in exchange
for stock and taxed on a capital gain basis where any one of the
following requirements is met:
(1) the redemption is not essentially equivalent to a dividend;
(2) the distribution is substantially disproportionate;
(3) the redemption is in termination of the shareholder's
interest in the corporation; or
(4) the redemption is of stock issued by a railroad corporation in a bankruptcy reorganization.
If a corporation redeems its stock and the redemption does
not fall within the requirements set forth above for treatment as
a payment in exchange for stock, the redemption will ordinarily
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be treated as a distribution of property to which Section 301 applies (i.e., taxable as a dividend).
Whether or not a redemption is essentially equivalent to a
dividend is to be determined from all the facts. This test is substantially the same as under Section 115(g) (1) of prior law.
If a redemption is determined not to be essentially equivalent
to a dividend, it will not matter whether or not the distribution is
substantially disproportionate or whether or not the redemption
is in termination of the shareholder's interest in the corporation.
A distribution will not be considered substantially disproportionate unless immediately after the redemption the shareholder
owns less than 50% of the total combined voting power of all
classes of stock entitled to vote. A distribution, to be considered
substantially disproportionate, must also meet requirements with
respect to the reduction of the shareholder's interest in the corporation. Immediately after the redemption the percentage of the
outstanding voting stock and all common stock (voting or nonvoting) owned by the shareholder must be less than 80% of the
percentage owned before.
If a shareholder owns only preferred stock (any kind), he
cannot, under the letter of the statute, meet the substantially disproportionate interest test for the reason that this test requires
a reduction in common stock ownership as well as a reduction in
voting stock ownership. In such a case, except in complete termination, the redeeming shareholder must show that the redemption
is not substantially equivalent to a dividend.
Where a shareholder owns both common and preferred stock
and redeems a sufficient amount of common to meet the disproportionate test, he should keep in mind that at the same time he
can, if he wishes, redeem all of his preferred. However, if he fails
to redeem all of his preferred at that time, in order to redeem
additional preferred at a later date he will have to redeem enough
additional common stock to meet the disproportionate test. This
does not apply to preferred stock which is Secction 306 stock (discussed later). If he redeems the Section 306 stock the proceeds
will be ordinary income unless the stockholder's interest is terminated.
If a common shareholder purchases stock from other shareholders shortly before he makes a redemption which on its face
would qualify as a disproportionate redemption, do you look at
the situation of all shareholders under the "series of transactions"
rule to determine if there is a disproportionate redemption? Conversely, suppose a shareholder, after meeting the disproportionate
redemption test with respect to the shares presently owned, acquires from other shareholders a portion of their shares so that
his interest thereafter is substantially the same as it was before,
does he qualify under the disproportionate test? The answer to
these questions is uncertain.
A shareholder's interest is terminated if the distribution is
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in complete redemption of all the stock owned by such shareholder.
Although the constructive ownership provisions (Section 318) are
generally applicable, a special rule is provided which, under specified conditions, waives the constructive ownership test in the case
of a distribution in termination of a shareholder's interest. Under
this rule, stock owned by members of the family of a distributee
will not be attributed to him if immediately after the distribution
in redemption the distributee himself has no interest in the corporation, including an interest as officer, director or employee,
other than an interest as a creditor, and if such distributee does
not acquire such interest (other than stock acquired by bequest or
inheritance) within ten years after the date of distribution in
redemption. The distributee must undertake to notify the Treasury
if and when he acquires an interest during such ten-year period.
In the event the distributee does acquire an interest in the
corporation (other than by bequest or inheritance) within ten
years after the date of distribution, the limitation period on assessment and collection will, with respect to any deficiency resulting from such acquisition, include one year following the date
the distributee files notice thereof with the Treasury. The year of
distribution, even if otherwise barred, will be held open for this
purpose. In determining a deficiency, credit will be allowed for
any capital gain tax paid upon termination of the interest of the
shareholder.
The above special rules waiving the constructive ownership
test will not apply under certain circumstances where tax avoidance is involved.
Dispositions of Certain Stock-Section 306
Section 306 is an attempt to cure the defect in prior law which
permitted the type of "preferred stock bail-out" illustrated in
Chamberlin v. Commissioner.' In that case stockholders received
a nontaxable distribution of preferred stock on common stock, and
almost immediately sold the preferred to an insurance company.
The corporation then redeemed the preferred stock over a period.
The stockholders were permitted capital gain treatment under
prior law.
This secction contains a new term "Section 306 stock." In
general, Section 306 stock is stock issued on or after June 22, 1954,
as a stock dividend (other than common on common) whether in
connection with a corporate reorganization or otherwise, at a
time when the issuing corporation has earnings and profits.
The term "Section 306 stock" does not include stock, no part
of the distribution of which would have been a dividend at the
time of the distribution if money had been distributed in lieu of
stock. Thus, preferred stock received at the time of original incorporation would not be Section 306 stock. Also, stock issued at
the time an existing corporation had no earnings and profits
would not be Section 306 stock.
' 207 F. (2d)

462.
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It should be noted that Section 306(e) provides in effect that
the downgrading of Section 306 preferred stock into common stock
causes the stock to lose its character as Section 306 stock.
If Section 306 stock is sold to a purchaser for value, it is not
Section 306 stock in the hands of the purchaser.
It appears that a taxpayer could make a gift of Section 306
stock to someone in a lower income tax bracket and have that individual realize ordinary income. Also, gifts can be made to closelyrelated individuals who are not in the area of constructive ownership, and they can sell or redeem by a complete termination of
their interest and receive capital gain treatment. For example, a
shareholder could give Section 306 stock to his son-in-law who sells
or redeems all of it and pays only a capital gain tax. A gift of
Section 306 stock to a charity will give rise to a charitable deduction for the fair market value of the stock even though the value
of the stock has never been picked up in income.
We must now consider the treatment of Section 306 stock
when it is disposed of: (1) other than by redemption and (2) by
redemption.
(1) Treatment of disposition other than redemption. If a
shareholder sells or otherwise disposes of Section 306 stock, and
if such disposition is not a redemption, the amount realized (not
just the excess of the proceeds over the basis) will be treated as
gain from the sale of property which is not a capital asset. It appears that under these circumstances the basis of the Section 306
stock may be lost as there is no statutory provision for preserving
the basis. The Senate Committee report states that a pledge of
stock without personal liability will be treated as a disposition
within the meaning of Section 306.
The proceeds from a disposition of Section 306 stock will not
be treated as ordinary income, however, to the extent that such
proceeds exceed a ratable share of the amount which would have
been taxed as a dividend at the time of distribution if the corporation had distributed money equal to the fair market value of
the stock instead of the Section 306 stock.
Example
Assume a shareholder owns 1,000 shares of the common stock of a corporation and that they are the only
shares of its stock outstanding. Assume also that the
shareholder acquired 1,000 shares of preferred stock with
a fair market value for each share of $100 issued to him
as a dividend on his common stock at a time when the
corporation had $100,000 of accumulated and/or current
earnings. Assume also that the basis allocable to the preferred stock is $30,000. There is no tax to the shareholder
at the time of receipt of the stock but it is characterized
as Section 306 stock. If it is sold for $100,000, the shareholder will be taxed on the entire sale proceeds (not just
$70,000) at the rates applicable to ordinary income.

March, 1955

DICTA

If in the foregoing example the corporation had only $60,000
of accumulated (and current) earnings at the time of the distribution of the stock dividend, then in the case of a sale of the Section
306 stock only $60,000 would be taxed as ordinary income (gain
from the sale of a non-capital asset). To the extent that the
remainder of the sale price exceeded the basis allocated to the
Section 306 stock, it would be treated as capital gain (long-term
or short-term) from the sale of such stock.
In the foregoing example it would be immaterial that a
$100,000 cash dividend was distributed to the stockholder on his
common stock subsequent to the distribution of the stock dividend.
The stock dividend would be Section 306 stock because of the corporate earnings in existence at the time of its distribution. A shareholder may, in such a case, avoid its inherent ordinary income
characteristics only by disposing of his Section 306 stock through
redemption by the issuing corporation at a time when it had no
accumulated or current earnings.
Any amount realized over the sum of (1) the amount treated
as gain from the sale of property which is not a capital asset and
(2) the adjusted basis of the stock will be treated as a capital
gain from the sale of such stock. If in the above example the stock
had been sold for $140,000 (instead of $100,000) and had a basis
of $30,000, $10,000 would have been taxed as a capital gain.
In no event will any loss be allowed with respect to the sale
of Section 306 stock.
(2) Disposition by redemption. If the disposition is a redemption as distinguished from a sale, the amount realized will be
treated as a distribution of property to which Section 301 applies,
that is, as a dividend distribution. It should give rise to a dividend
credit in the case of individuals or of a dividend deduction where
the recipient is a corporation. If a stock dividend were distributed
at a time when it qualified as Section 306 stock, but if there were
no corporate earnings, accumulated or current, at the time of redemption, the amount received on redemption would be treated
under Section 301 as a return of capital.
Other special rules: Notwithstanding that stock sold or redeemed is Section 306 stock, its disposition will not give rise to
ordinary income in any one of the following situations:
(1) If the disposition terminates a shareholder's interest.
(2) If the Section 306 stock is redeemed in a complete liquidation or a partial liquidation (as defined in Section 346).
(3) To the extent that gain or loss to the shareholder is not
recognized with respect to the disposition of the Section 306 stock
(e.g., in a reorganization exchange).
(4) If it is established that the distribution and the disposition or redemption were not in pursuance of a plan having tax
avoidance as a principal purpose. This is to be applied on an individual shareholder basis, e.g., a minority shareholder who exerfs
no control over the corporation would not ordinarily be deemed
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to have a purpose of -avoiding federal taxes by means of the distribution, disposition, or redemption of any Section 306 stock. This
provision will cover many stock redemptions by publicly held
corporations.
If stock were received in a distribution or reorganization to
which prior law applied and would have been Section 306 stock
if the new law had applied to such distribution or reorganization
and if such stock is disposed of or redeemed on or after June 22,
1954, the new provisions will not apply in respect to such disposition or redemption. The extent to which such disposition or redemption will be treated as a dividend will be determined as if
prior law continued to apply. In such a case the test is whether
the facts are such as to make the redemption essentially equivalent
to a dividend, or to make the preferred stock taxable as a dividend
when issued.
Taxability of Corporation on Distribution-Section311
This section incorporates into the statute the rule of General
Utilities & Operating Co.' that a corporation does not realize taxable income by reason of a distribution of property which has appreciated in value.
There are three exceptions to this general rule, as follows:
(1)
LIFO inventories. If a corporation inventorying goods
under the LIFO method distributes "inventory assets," the corporation will be considered as having realized a gain on the sale
of such assets equal to the excess of the "inventory amount" of
such assets determined under a method of inventorying goods
other than the LIFO method over the "inventory amount" of such
assets determined under the LIFO method.
(2) Liabilities exceeding basis. Where property is distributed
to a shareholder and such property is either subject to a liability
or the shareholder assumes a liability of the corporation in connection with the distribution, and the amount of such liability
exceeds the adjusted basis in the hands of the distributing corporation of such property, gain will be recognized to the distributing corporation in an amount equal to the excess of the liability
over such adjusted basis. This rule has one limitation. Where the
property is merely subject to a liability (i.e., there is no assumption of liability by any shareholder), gain to the corporation cannot exceed the excess of the fair market value of the property over
its adjusted basis.
Example
If property which is a capital asset having an adjusted basis to the distributing corporation of $100 and a
fair market value of $1,000 (but subject to a liability of
$900) is distributed to a shareholder, such distribution is
taxable (as long- or short-term capital gain as the case
General Utilities & Operating Co. v. Helvering, 296 U. S. 200.
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may be) to the corporation to the extent of the excess of
the liability ($900) over the adjusted basis ($100) or
$800. If the property subject to the liability were not a
capital asset in the hands of the distributing corporation,
the gain would be taxable at rates applicable to ordinary
income.
(3) Installment obligations. Where installment obligations
are distributed to stockholders gain or loss is realized to the extent
of the difference between the basis of the obligations and their
fair market value (Section 453(d)).
The first two of the above three exceptions do not apply in
the case of a partial or complete liquidation (see Section 336).
Effect on Earnings and Profits-Section 312
This section for the first time sets forth a statutory rule as
to the appropriate adjustments to earnings and profits when
property which has appreciated or depreciated in value since acquisition is distributed to shareholders.
In general, upon a distribution by a corporation with respect
to its stock, the earnings and profits of the corporation (to the
extent thereof) will be decreased by the sum of (1) the amount of
money, and (2) the adjusted basis of other property distributed.
For the purpose of taxing shareholders on the amount of
appreciation in inventory assets which are distributed as a dividend, provision is made for an upward adjustment of earnings
and profits. Where the fair market value of inventory assets distributed exceeds the basis, the corporate earnings will be increased
by the amount of such excess, and will be decreased by the lesser
of the fair value of the assets distributed, or the earnings and
profits (so increased).
"Inventory assets," for purposes of this section, are defined
to mean (1) those items normally included in inventory and property held primarily for sale to customers, and (2) unrealized receivables or fees.
Example
Corporation X distributes inventory assets with a
basis of $80 and a fair market vvalue of $100. Its earnings
and profits at date of distribution amount to $75. As a result of this distribution the earnings and profits will be
increased by the amount of appreciation ($20) to $95, and
will be reduced by the fair market value of the assets distributed, but not below zero. In this instance, therefore,
$95 of earnings and profits will be considered as having
been distributed.
This section (312) deals with the effect of distributions on
earnings and profits of the distributing corporation and does not
cover specifically the treatment by stockholders of such distribu-
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tions. Therefore, the application of such cases as Hirshon Trust
and Godley3 is not clear under the new law. Perhaps the best indication that these cases do not apply is the specific provision with
respect to treatment of appreciated inventory assets in relation
to earnings and profits, and the failure of Congress of provide for
similar treatment of property in general.
Provision is made for proper adjustment to earnings and
profits where property distributed is subject to a liability, or
where the distributee assumes a liability in connection with the
distribution, and for cases where gain is recognized to the distributing corporation under Section 311 as a result of distribution
of (1) LIFO inventory and (2) property subject to indebtedness
in excess of basis. These adjustments are to be detailed in regulations.
CORPORATE LIQUIDATIONS

Complete Liquidations of Subsidiaries-Section 332
This section corresponds to and in general restates Section
112(b) (6) of prior law except in two respects:
(1)
There has been deleted a provision which appeared in
Section 112(b) (6) (A) which removed a liquidation from the
application of that section if the parent corporation decreased its
stockholdings in the subsidiary after the time of the adoption of
the plan of liquidation and before receipt of the subsidiary's property. The Senate Committee Report states that this provision has
been removed with a view to limiting the elective features of the
section.
(2) A provision has been added to the effect that if the
liquidated subsidiary was indebted to its parent on the date of
adoption of the plan of liquidation no gain or loss will be recognized to the subsidiary because of the transfer of property to the
parent in satisfaction of such indebtedness. Under prior law gain
or loss could be recognized in such cases.
The new code does not touch upon the problem of Houston
Natural Gas Corporation.4 In that case, Houston, having acquired
bonds of its subsidiary at a discount, liquidated the subsidiary,
acquiring all its assets and assuming all its liabilities. It was held
that the transfer of assets to the extent of the face value of the
bonds was not a "distribution in liquidation" and that Houston
realized taxable income to the extent of the excess of the face
amount of the bonds over their cost of acquisition. Under the new
code the same result would be reached, and the assets transferred
in satisfaction of the indebtedness would retain the same basis
the hands of the parent as they had in the hands Of the liquidated subsidiary (Section 334(b) (1)).
I Commissioner v. Hirshon Trust, 213 F. (2d) 523 (2nd Cir. 1954); Commissioner v. Godley's Estate, 213 F. (2d) 529 (3rd Cir. 1954).
4 Houston Natural Gas Corporation v. Commissioner, 9 T. C. 570 aff'd 173
F. (2d) 461.

March, 1955

DICTA

As under prior law, unless the subsidiary is solvent there
cannot be a tax-free liquidation. In the case of an insolvent subsidiary there is a bad debt (to the extent that debt, if any, of the
subsidiary to the parent is uncollectible by the parent) and a
worthless security (stock). The bad debt would be deductible, and,
if the subsidiary were 95% or more owned and certain other conditions of Section 165 were complied with, the worthless stock
would also be deductible as an ordinary loss.
Only if the liquidation of the subsidiary is tax-free can losses
be carried over to the successor (parent) under Section 381. If
a subsidiary were insolvent Section 381 would not apply. It might
be advisable to contribute debt to the capital of a subsidiary to
avoid insolvency and then throw the liquidation under Section 332
in order that the provisions of Section 381 would apply.
Basis of Property Received in Liquidations-Section334
This section incorporates the rule of prior law that the basis
of property received by a parent corporation in the tax-free liquidation of a subsidiary (80% or more owned) will be the same as
the basis of the property in the hands of the subsidiary.
A similar rule is adopted with respect to transfers of property
by a subsidiary to its parent in satisfaction of indebtedness owing
to the parent at date of liquidation of the subsidiary. It is made
clear that no increase or decrease in the basis of such property
will result from the transfer.
The foregoing rule with respect to basis of property of liquidated subsidiaries will not, however, apply in the case of a purchase
of stock by a corporation to acquire assets (Kimbeli-Diamond Milling type of acquisition and liquidation5 ). In that type of transaction
the basis of the property in the hands of the distributee will be the
same as the basis of the stock with respect to which the distribution was made, adjusted, however, for any distribution made to
the distributee with respect to the stock before the adoption of
the plan of liquidation, for any money received, for any liabilities
assumed or subject to which the property was received, and for
other items, e.g., gains and losses after acquisition of the subsidiary.
For these suecial rules to apply, it is necessary that the distributee acquired by purchase (i.e., in a taxable transaction) during a period of not more than twelve months, stock of the distributing corporation possessing at least 80% of the total combined
voting power of all classes of stock entitled to vote and at least
80% of the total number of shares of all other classes of stock
(except nonvoting stock which is limited and preferred as to
dividends). It is also necessary that the distribution be made pursuant to a plan of liquidation adopted on or after June 22, 1954,
6 Kimbell-Diamond

Milling v. Commissioner, 187 F. (2d)

718.
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and not more than two years after the date of the acquisition of
the requisite amount of stock. If a straight liquidation were not
practicable, i.e., because of the existence of minority interests, a
statutory merger would probably be in order and produce the same
effect.
The new law, in thus providing for a stepped-up (or steppeddown) basis for assets where stock is acquired in order to obtain
assets, codifies the rule of the Kimbell-Diamond Milling decision
and similar cases. The new code is somewhat more liberal than
the court-made rules under prior law and also lends certainty to
this type of transaction, since it does not require proof of an intention to acquire assets. If a stepped-down basis were involved
or if carry-over benefits (Section 381) were desired, the taxpayer
could apparently avoid the provision, e.g., by postponing the liquidation for more than two years. The new code does not cover acquisitions by individuals (as distinct from corporations) such as
existed in the Snively case. 6
The law is not clear as to the date at which the cost of the
stock of the liquidated company will be allocated to the assets.
There are at least three possible dates: (1) date of purchase of
the stock, (2) date of adoption of plan of liquidation, and (3) date
of receipt of the assets. It should be noted that a Kimbell-Diamond
type of liquidation could extend over several years. The stock may
be acquired within a twelve-month period, and the plan of liquidation may be adopted within two years after the acquisition of
the stock, and the liquidation itself may extend over a period of up
to three years.
It is not permissible to acquire stock for the purpose of a
Kimbell-Diamond type liquidation by purchasing it from persons
who are related within the constructive ownership rules, e.g., members of a family, etc.
While the Kimbell-Diamond type liquidation can be accomplished where more than 80% of the stock of the required company
is purchased, the same result can be accomplished without resort
to Section 334 if only, say, 79% of the acquired company's stock
is purchased. In that event, the liquidation is a taxable one without
regard to Section 334, and the assets would be taken up by the
parent company at market value (which would presumably be
equal to the amount which was paid for the stock).
Effects on Corporation-Gainor Loss on Sales or Exchanges
in Connection with Certain Liquidations-Section 337
The purpose of this section is to overcome the hardship imposed by the Court Holding Company rule 7 and to eliminate the
uncertainty injected by the Cumberland Public Service decision 8
and similar cases. In general, the effect of this section is to limit
SSnively v. Commissioner, 19 T. C. 850.
Commissioner v. Court Holding Company, 324 U. S. 331.
'United States v. Cumberland Public Service Co., 338 U. S. 451.
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the tax on any gain derived during liquidation to a single tax imposed on the shareholder and to eliminate tax on gain at the corporate level.
Specifically, if a corporation adopts a plan of complete liquidation on or after June 22, 1954, and within a period of twelve
months thereafter distributes all of its assets (less assets retained
to meet claims) in complete liquidation, no gain or loss will be
recognized to the corporation from the sale or exchange by it of
property within such twelve-month period. For purposes of this
section, the term "property" does not include inventory and other
property held by the corporation primarily for sale to customers
in the ordinary course of business; nor does it include certain
installment obligations. However, while inventory and like property is ordinarily not within the scope of the section, in any case
in which substantially all of the inventory and like property is, in
connection with the liquidation, sold to one person in one transaction and no replacement thereof is made, the rule of non-recognition
of gain or loss to the corporation will apply.
If a corporation anticipated a loss upon a sale of its property
at the time it was contemplating liquidation, the corporation could
defer distribution of all its assets for more than the required
twelve-month period and in this event it would appear that ary
loss incurred upon disposition of property would be deductible
(but gains, if any, would be taxable).
The question had been raised as to whether the adoption of
the plan of liquidation and the sale of the assets could occur on
the same day. The feeling seems to be that this would be permissible. However, it is thought advisable to have an interval between
the two events. One day would be sufficient.
It would seem inadvisable to set up reserves for contingent
liabilities. Instead, the assets should be distributed and the stockholders allowed to assume any risk that cannot be finally determined within the twelve-month period. If a reserve for a contingent liability were set up and the liability did not materialize
there would be a serious question as to whether the conditions of
Section 337 had been complied with.
If a company has some property on which it will realize a gain
and other property on which it will incur a loss, it may think it
smart to sell the loss property before adopting a plan of liquidation
and then proceed to liquidate within a twelve-month period when
it has nothing but gain property. This idea may work, but on the
other hand it may not. The Internal Revenue Service may argue
that when the company sold the loss property this was a step toward liquidation and a part of the plan, and the result may be that
either no gain or loss is recognized on any property if all is disposed
of within a twelve-month period or if the disposition period extends
beyond twelve months the liquidation may be treated as a taxable
one.
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Section 337 will not apply to any sale made by:
(1) a collapsible corporation as defined in Section 341 (b)
(2) a subsidiary being liquidated in a tax-free liquidation
under Section 332;
(3) a corporation being liquidated under the partially taxfree provisions of Section 333 (which corresponds to the former
Section 112(b) (7)).
Partial Liquidation Defined-Section 346
This section provides rules for the determination of when a
distribution by a corporation will be considered to be one in partial
liquidation so that amounts distributed will be treated as in payment in exchange for the stock (taxable on capital gain basis),
rather than as a distribution of property in redemption of stock
which may possibly be treated as a dividend under Section 301.
The definition of partial liquidation appears to contemplate
a contraction of a corporate business and the Senate Committee
report states that primarily, the definition involves the concept of
"corporate contraction" as developed under prior law. However,
it is by no means certain that every transaction which qualifies
as a partial liquidation will necessarily involve a shrinking of the
corporate business.
Subsection (a) provides that a distribution will be treated as
in partial liquidation if it is one of a series in redemption of all
of the stock of a corporation pursuant to a plan, or if the distribution is not essentially equivalent to a dividend and is in redemption
of a part of the stock of a corporation pursuant to a plan of partial
liquidation and occurs within the taxable year in which the plan
is adopted or within the succeeding taxable year.
Subsection (b) illustrates one kind of distribution which will
be considered as being in partial liquidation. This subsection contemplates that the distributing corporation must be engaged in
the active conduct of at least two businesses which have been
actively conducted (whether or not by it) for the five-year period
immediately before the distribution. None of such businesses may
have been acquired within such period in a transaction in which
gain or loss was recognized in whole or in part. Thus, a qualifying
business may not have been acquired within five years by purchase
or in a corporate reorganization where "boot" was present. If these
requirements are met, the assets of one of the active businesses
may be distributed in partial liquidation (or a distribution attributable to cessation of such business may be made, e.g., distribution of sales proceeds) as long as the corporation immediately
after the distribution continus in +he active conduct of the other
business or businesses.
There could be a situation where a parent company owns a
subsidiary in a different type of business and distributes the stock
of the subsidiary on the theory that this is a partial liquidation
under Section 346(b). This seems more likely to be treated as a
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spin-off under Section 355. Under that section no gain or loss
would be recognized on the distribution and the stock of the spunoff company would take an allocated portion of the basis of the
parent's stock. This would not be so if the transaction were treated
as a partial liquidation. A partial liquidation would produce capital
gain or loss. It should be noted that if the transaction were treated
as a spin-off under Section 355 the more stringent rules of that
section would have to be met, such as proof that the distributions
were not substantially equivalent to a dividend.
There is clearly an overlapping between the partial liquidation
provision, Section 346, and the spin-off provision, Section 355.
CORPORATE ORGANIZATIONS AND

REORGANIZATIONS

Transfer to CorporationControlled by Transferor-Section 351
This section is similar to Section 112(b) (5) of prior law with
the following exceptions:
(1)
The "proportionate interest" requirement which existed
in Section 112 (b) (5) has been eliminated.
(2) Unlike Section 112(b) (5), the new provision states specifically that stock or securities issued for services shall not be
considered as issued in return for property.
(3) Under prior law, if the transferors were corporations,
it was not clear whether or not a distribution of the stock received
by such transferors would prevent the application of the section
because of the requirement that the transferors be in 80% or more
control immediately after the exchange. The new provision expressly states that the fact that a corporate transferor distributes
part or all of the stock which it receives in the exchange to its
shareholders will not be taken into account for the purpose of determining control. Such distribution would consequently not prevent application of the section. (As to non-corporate transferors,
the "immediately after the exchange" requirement is still of importance.)
While the "proportionate interest" requirement has been
eliminated, the Senate Committee report states that in any case
in which stock and securities received are not in proportion, the
transaction will be treated as if the stock and securities had first
been received in proportion and then some of such stock and securities had been used to make gifts, to pay compensation, or to satisfy
obligations. The intention is that the disproportion will give rise
to income tax or gift tax liability where the circumstances so
warrant.
If in a Section 351 transaction too many bonds or notes are
issued in relation to the amount of stock issued, there will be a
question as to whether the corporation is not a "thin" corporation
and whether the indebtedness will not be treated as the equivalent
of capital.
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Distribution of Stock and Securities of a Controlled
Corporation-Section355
This section covers all divisive reorganizations, i.e., split-ups,
split-offs and spin-offs. It provided that if a corporation distributes
to a shareholder, with respect to its stock, or distributes to a security holder, in exchange for its securities, solely stock or securities
of a corporation which it controls, no gain or loss will be recognized
to the distributees, subject to certain limitations as to "boot" distributions, provided the following requirements are met:
(1)
The transaction must not be used principally as a device
for the distribution of earnings and profits of either the distributing or the controlled corporation;
(2) Certain requirements relating to active businesses must
be satisfied;
(3) As part of the distribution, the distributing corporation
must distribute:
(a) all of the stock and securities of the controlled corporation held by it immediately before the distribution, or
(b) an amount of stock in the controlled corporation
constituting 80% control, and it must be established that any
retention of stock and securities did not have tax avoidance
as a principal purpose.
Distributions of the following items will be treated as distributions of "other property" and will therefore be subject to possible
tax as "boot" under Section 356:
(1)
Securities (as distinct from stock) of a controlled corporation to the extent that the principal amount of such securities
distributed exceeds the principal amount of securities surrendered.
(2) Securities of a controlled corporation distributed where
no securities are surrendered.
(3) Other property distributed in addition to stock or securities of the controlled corporation.
(4) Distribution of stock of a controlled corporation which
was acquired by the distributing corporation by reason of any
transaction which occurred within five years prior to the distribution of such stock and in which gain or loss was recognized in whole
or in part.
This section is applicable whether or not the distribution is
pro rata with respect to all the shareholders of the distributing
corporation. An example of a non pro rata distribution would be a
divisive split-up, through the distribution of stock of two new controlled corporations to which all the assets of the original corporation had been transferred, made, say, pursuant to anti-trust decree.
Similarly, if two individuas, A and B, jointly form a corporatio
and later wish to operate independently through separate corporations, this may be accomplished hereunder provided the other
requirements of the section are met. This was not possible under
prior law.
This section applies whether or not the shareholder surrenders
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stock in the distributing corporation. Unlike the prior "spin-off"
provision, it also permits distribution of common and preferred
stock. However, where preferred stock is distributed, the rules of
Section 306 come into play.
This section applies even though the distribution is not in
pursuance of a plan of reorganization. This is also unlike the
"spin-off" provision of prior law. Because of the elimination of
the requirement that there be a reorganization, it is no longer
necessary for the distributing corporation to form a new corporation to effect the distribution; stock of an existing subsidiary may
be distributed.
While the new code does not refer to the need for a business
purpose in a spin-off transaction, the requirement that a transaction not be used as a device for the distribution of earnings and
profits of the distributing corporation would, by inference, require
a showing of an adequate business purpose.
It is provided that the mere sale of stock received in a distribution under Section 355 is not in and of itself to be treated as a
device for the distribution of earnings and profits, if the sale is
not part of a plan. This provision will benefit widely held corporations which cannot control the activities of their stockholders.
Receipt of Additional Consideration-Section356
If Section 354 or 355 would apply to an exchange but for the
fact that the property received in the exchange consists not only
of stock of securities permitted by those sections to be received
without the recognition of gain but also of other property or money
("boot"), gain, if any, will be recognized to the recipient under
Section 356 but in an amount not in excess of the money and the
fair market value of other property received.
In any case where the receipt of "boot" has the effect of the
distribution of a dividend, there will be treated as a dividend to
each distributee such an amount of the gain recognized as is not
in excess of his ratable share of the undistributed earnings and
profits of the corporation accumulated after February 28, 1913.
The remainder, if any, of the gain recognized will be treated as a
gain from the exchange of property.
No loss will be recognized in a transaction falling within
Section 354 or 355 in which "boot" is received.
Basis to Corporations-Section362
This section corresponds generally to Sections 113 (a) (7) and
(8) of prior law and provides rules respecting the basis of
(a)
113
property acquired on or after June 22, 1954, by a corporation in
connection with a corporate organization (Section 351), as paid-in
surplus, as a contribution to capital, or in connection with a reorganization.
It is provided that the basis of the property acquired will be
the same as it was in the hands of the transferor, increased in the
amount of gain recognized to the transferor on the transfer.
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The section also provides special rules with respect to contributions to capital by nonstockholders in situations similar to those
which existed in Brown Shoe Co. v. Commissioner - and Detroit
Edison Co. v. Commissioner.° It is provided that:
(1)
if property other than money is acquired by a corporation on or after June 22, 1954, as a contribution to capital and is
not contributed by a shareholder as such, the basis of the property
will be zero;
(2) if money is received by a corporation on or after June
22, 1954, as a contribution to capital and is not contributed by a
shareholder as such, the basis of any property acquired with such
money during the twelve-month period beginning on the day the
contribution is received will be reduced by the amount of such
contribution. The excess (if any) of the amount of such contribution over the amount of such reduction will be applied to the reduction, as of the last day of the twelve-month period above referred to, of the basis of any other property held by the taxpayer.
Rules for allocating reductions among properties will be covered
by regulations.
Definitions Relating to Corporate Reorganizations-Section368
This section restates, with some modifications, the six different ways in which a "reorganization" can be accomplished if it is
desired that the exchanges involved be tax-free. The familiar symbols (A, B, C, D, E and F) of old Section 112(g) (1), by which
these six types were commonly known, are retained by the new
code. To summarize briefly, the six types as modified are:
(A) Statutory merger or consolidation.
(B) Acquisition of stock of another corporation solely for
voting stock provided the acquiring corporation then has
control (805%) of the acquired corporation.
(C) Acquisition of substantially all the properties of another
corporation solely for voting stock.
(D) Transfer of property to a controlled corporation followed by distribution to shareholders of the stock or
securities of the corporation to which the property is
transferred.
(E) Recapitalization.
(F) Change in identity, form, or place or organization.
Types (A), (E) and (F) reorganizations are defined the same
as previously. Types (B), (C) and (D) are changed as follows:
(1) In the case of a type (B) reorganization, one corporation
can acquire solely for its own voting stock enough stock of another
to obtain control of the second corporation. Under prior law there
was doubt as to whether the statute permitted such an acquisition
tax-free when the acquiring corporation already owned some of
339 U. S. 583.
,319 U. S. 98.
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the voting stock of the other corporation. This doubt has now been
removed by the revised wording.
Example (1)
Corporation A bought for cash 20% of the stock of
Corporation B in 1940. In 1955 it acquires an additional
60 % of the stock of Corporation B in exchange for its voting stock. This 1955 exchange is tax-free since A controls
B immediately after the exchange. In addition, any subsequent acquisition of B stock by A in exchange for voting
stock of A would be tax-free.
(2) A type (C) reorganization permits the acquisition by
one corporation, without the recognition of gain or loss, of substantially all of the properties of another corporation in exchange
for part or all of the voting stock of the acquiring corporation.
The definition has been changed from prior law in order to modify
the rule laid down by the Groman and Bashford decisions. 1 Under
the (C) definition, as modified, a corporation may acquire substantially all the properties of another corporation solely in exchange for the voting stock of a corporation which is in control of
the acquiring corporation.
Example (2)
Corporation P owns all the stock of Corporation S.
All the assets of Corporation W are transferred to Corporation S solely in exchange for the voting stock of Corporation P. This now constitutes a (C) type reorganization. Previously, it did not and was a taxable transaction.
(3) A type (D) reorganization permits a transfer, without
recognition of gain or loss, by a corporation of all or part of its
assets to another corporation if immediately after the transfer the
transferor corporation, or its shareholders, or both, are in control
of the transferee. This definition has been changed so that now, if
the control of the transferee corporation is in the transferor or in
persons who were shareholders of the transferor, or any combination of them, the transfer will qualify as a (D) type reorganization,
even if the control owned by these persons is not in the same proportions as it was before the transfer.
This section also contains certain special rules which modify
the definition of a reorganization as compared with prior law.
Among these rules is the following:
Where one corporation acquires substantially all the property
of another in a (C) type reorganization, if at least 80 per cent of
the fair market value of all the property of the other corporation
is acquired solely for voting stock, the remainder of the property
may be acquired for cash or other property without disqualifying
"Groman v. Commissioner, 302 U. S. 82; Helvering v. Bashford, 302 U. S.
454.
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the transaction as a reorganization. For this purpose only, a liability assumed or to which the property is subject is considered
other property given in the acquisition.
Example (3)
Corporation A has assets worth $100,000 and $10,000
in liabilities. Corporation Y acquired $98,000 worth of
the assets subject to the liabilities of $10,000. In exchange
for these assets, Corporation Y issues voting stock, assumes the $10,000 of liabilities, and pays $8,000 in cash.
This transaction is a (C) type reorganization even though
a part of the assets of Corporation A is acquired for cash.
This is because the liabilities and the cash together do not
exceed 20 per cent of the value of the assets of the acquired corporation. On the other hand, if the assets of
Corporation A, worth $100,000, were subject to $50,000 in
liabilities, an acquisition of all the assets subject to the
liabilities could only be in exchange for voting stock because the liabilities alone are in excess of 20 per cent of
the fair market value of the property.
Therefore, while the (C) definition has been modified to permit a certain amount of cash to pass as well as voting stock, the
amount of cash is limited by the liabilities which are taken over in
the transaction.
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